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1. Introduction 

The well-
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Lothian and Taylor, 1996)
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-! " (!./! 0 $!!1! ' 2!34! ' 5!&1! ' )! *6, 

 

where -! is the real exchange rate, ./! " .! 0 .!
∗ is the difference between domestic and 

foreign money supply (in nominal terms), !1! " !! 0 !!∗ is the difference between domestic and 

foreign output (in real terms), 34! " 7! 0 7!∗ is the nominal interest rate differential and finally 
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formal testing procedure for the presence of nonlinearities prior to the estimation of the model, 

parameter symmetry tests can be carried out after the estimation has been performed.  

 

This model allows the long-run cointegrating relation between the variables as well as the 

short-run dynamics to be characterised by asymmetries and thus to distinguish between the 

impact of positive and negative changes in variables such as inflation expectations on PPP 

deviations and the real exchange rate adjustment to equilibrium (Arize et al., 2017). It was 

developed by Shin et al. (2014) and is a fairly novel addition to the class of nonlinear 

cointegration models. 
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where all variables are defined as before but are now entered as their partial sum 

decompositions. The difference between a traditional error correction model and an ARDL one 

is that in the latter the error correction term is replaced with the first lag of the dependent and 

cointegrating variables. This allows one to enter the same lagged variables in levels as in a 

standard error correction model, but with
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level regressors &!. and &!# are 
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compute the monthly 12-
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Table 3. ARDL Model Specification Tests     

( Breusch-Pagan 

Test 

Breusch-Godfrey 

Test 

Wald Test  Breusch-Pagan 

Test 

Breusch-Godfrey 

Test 

Wald Test  

( Model using Market-based Inflation Expectations Model using Survey-based Inflation Expectations 

CST$4A( ,*)0,;( ,*,,+,111(

+



 

14 
 

Table 4a. Nonlinear Autoregressive Distributed Lag Model Results with Market Expectations 

( GBPCAD GBPAUD GBPNZD GBPSEK CADAUD 
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Unlike in the linear ARDL, the inflation expectation differential now also plays a role and has 

an asymmetric effect; more precisely, 
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Table 5. Long Run Asymmetries 

Market Expectations 

( GBPCAD GBPAUD GBPNZD GBPSEK CADAUD 

𝐿𝑚
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three types of possible asymmetries in the NARDL model. The first is reaction asymmetry, 

namely asymmetry of the long-run coefficients, i.e. 𝛽C ≠ 𝛽D, for which we find plenty of 

evidence. Of particular interest is the result that negative inflation expectation shocks have a 

more pronounced effect than positive ones, which suggests that central banks are perceived as 

more credible when aiming to reduce (rather than increase) inflation. The second type is impact 

asymmetry of the short-run 
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Table 7
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Table 9. Clark and West t-test statistics for comparing in-sample and out-of-sample forecasting performance of the linear and 
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process it is clearly crucial that monetary authorities achieve a high degree of credibility and 

adopt appropriate policies to manage them and thus currency fluctuations effectively 

(Baharumshah et al., 2017). The inflation targeting framework has proven to be generally 

successful and therefore is also well placed in this respect. 

 

 

 



 

22 
 

References 

 

Ariff, M. and Zarei, A., 2015. Parity theorems revisited: an ARDL bounds test witn non-parity 
factors.  



 

23 
 

Ding, H. and Kim, J., 2012. Does inflation targeting matter for PPP? An empirical 
investigation. "FF5$*)'=(-&-+$(#'H*11*4#, 8?(18), pp.1777-1780. 
 
Feenstra, R.C. and Kendall, J.D., 1997. Pass-through of exchange rates and purchasing power 
parity. 2-34&%5'-.'9&1*4&%1$-&%5'=(-&-+$(#, >L(1-2), pp.237-261. 
 
Frankel, J.A. and Rose, A.K., 1996. A panel project on purchasing power parity: mean 
reversion within and between countries. 2-34&%5'-.'9&1*4&%1$-&%5'=(-&-+$(#, >D(1-2), pp.209-
224. 
 
Froot, K.A. and Rogoff, K., 1995. Perspectives on PPP and long-run real exchange 
rates. Q%&)O--K'-.'$&1*4&%1$-&%5'*(-&-+$(#, L, pp.1647-1688. 
 
Ghodsi, S.H., 2017. Nonlinear ARDL Approach and the Housing Market in the US. 
 
Goh, S.K., Sam, C.Y. and McNown, R., 2017. Re-examining foreign direct investment, 
exports, and economic growth in asian economies using a bootstrap ARDL test for 
cointegration. 2-34&%5'-.'"#$%&'=(-&-+$(#, @8, pp.12-22. 
 
Holmes, M.J. and Wang, P., 2006. Asymmetric adjustment towards long-run PPP: Some new 
evidence for Asian economies. 9&1*4&%1$-&%5'=(-&-+$('2-34&%5, CD(2), pp.161-177. 
 
Johansen, S. and Juselius, K., 1990. Maximum likelihood estimation and inference on 
cointegration—with applications to the demand for money. ER.-4)'J355*1$&'-.'=(-&-+$(#'%&)'
#1%1$#1$(#, @C(2), pp.169-210. 
 
Kamada, K. and Nakajima, J., 2014. On the reliability of Japanese inflation expectations using 
purchasing power parity. =(-&-+$('"&%5,#$#'%&)'S-5$(,, >>(3), pp.259-265. 
 



 

24 
 

Norman, S., 2010. How well does nonlinear mean reversion solve the PPP puzzle?. 2-34&%5'-.'
9&1*4&%1$-&%5'/-&*,'%&)'7$&%&(*, C?(5), pp.919-937. 
 
Papell, D.H., 1997. Searching for stationarity: Purchasing power parity under the current 
float. 2-34&%5'-.'$&1*4&%1$-&%5'=(-&-+$(#, >L(3-4), pp.313-332. 
 
Pesaran, M.H. and Shin, Y., 1998. An autoregressive distributed-lag modelling approach to 
cointegration analysis. =(-&-+*14$('A-($*1,'/-&-04%FB#, 


